P olicymakers have recently debated whether the U.S. economy may be falling into a Japanese-style "deflationary trap." 1 Deflation is a persistent decline in the general level of prices. There is some debate as to whether deflation is responsible for slow growth, or whether it is merely a symptom of other factors contributing to slow growth. Some economists believe deflation slows growth by keeping the real rate of interest-the nominal interest rate less the inflation rate-excessively high. If this is true, one way to promote consumer and investment demand is to lead people to expect at least small amounts of inflation.
One proposal to avoid the adverse consequences of deflation suggests that a large monetary stimulus to create "healthy" (positive) inflation expectations may reduce real interest rates and thus promote growth. In particular, analysts have suggested the Federal Open Market Committee (FOMC) should reprise its large-scale asset purchases (LSAPs) of Treasuries and mortgagebacked securities. Their rationale is that LSAPs have successfully reduced the nominal yields on medium-and long-term Treasuries by 50 to 70 annualized basis points. These lower yields directly lower the cost of government borrowing and stimulate investment and consumption by households and firms. LSAPs could also reduce real rates by increasing inflation expectations.
Have the announcements of past asset purchases raised inflation expectations? To find out we examine expectations from 10-year Treasury Inflation-Protected Securities (TIPS) in two-day windows around three important Fed LSAP announcements dates. 2 We equate the nominal yields of 10-year Treasury notes with the real yields of 10-year TIPS to compute "breakeven" (TIPS-implied) inflation expectations. We use a two-day window because research shows market participants require more time to fully react to news open to interpretation.
The table shows that inflation expectations appear to react modestly to LSAP announcements, between 7 and 18 basis points per annum. The March 18, 2009 , FOMC announcement appears to have increased 10-year expected annual inflation by 18 basis points. Numbers in parentheses indicate the proportion of two-day changes between June 2005 and May 2010 that were larger in absolute value than the observed change. For example, for March 18, expectations increased or decreased more than 18 basis points in only 3 percent of all possible two-day windows; thus, it is unlikely this increase occurred by chance. However, the November 25 and December 1 changes are small and possibly unrelated to the announcements. Although the 34-basispoint sum of the effects is not negligible, these effects do not necessarily correspond to the final, permanent reactions of inflation expectations, and disentangling the net, long-run effects of policy actions from normal market volatility remains difficult. Inflation expectations appear to rise after the announcements, however, which implies LSAPs may have limited power to raise TIPS-implied inflation expectations-something that might appeal to policymakers fighting deflation.
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*Data from Jan. 1992 to the present are on a NAICS basis; data prior to Jan. 1992 are on an SIC basis and are not strictly comparable (see End Note). 86  87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04  05  06  07  08  09 National Economic Trends 
